TED J. MURPHY
DIRECT DIAL: 202 « 955 » 1588
EMAIL: tmurphyhome@aol.com

March 9, 2001

FILE NO: 55430.000005

BY HAND

The Honorable David P. Boergers, Secretary
Federal Energy Regulatory Commission
888 First Street, N.E.

Washington, D.C. 20426

New Y ork Independent System Operator, InC's
Reqguest for Extension of Temporary Extraordinary Procedures

Dear Mr. Boergers:

The New Y ork Independent System Operator, Inc. (“NY1S0O”), by counsel, hereby filesto
extend until the end of the 2002 Summer Capability Period,* i.e., until October 31, 2002, its
Temporary Extraordinary Procedures for Correcting Market Design Flaws and Addressing
Transitional Abnormalities (“TEP’). The TEPs that the NY 1SO seeks to extend without
modification are set forth in Attachment Q to the NY1SO’s Open Access Transmission Tariff
(“OATT”) and Attachment E to its Market Administration and Control Area Services Tariff
(“Services Tariff”) (which are identical). The Commission previously extended the TEPsin a
November 21, 2000 order in Docket No. ER01-94-000.2

In anumber of recent filings, the NY SO has demonstrated that it has made great strides
towards eliminating market design and software flaws in the energy marketsit administers®> Asa

! Capitalized terms not otherwise defined herein are defined in Article 2 of the NY1SO’s
Market Administration and Control Area Services Tariff.

2 New York Independent System Operator, Inc., 93 FERC 161,187 (2000).

3 See New York Independent System Operator, Inc., 93 FERC {61,142 (2000)

(“November 8, 2000 Order”). Inthe November 8, 2000 Order, the Commission acknowledged
the NY1SO’s progressin correcting several software and design flaws, as specified by the NY SO
in its September 1, 2000 Combined Compliance Filing and Report (as modified on September 8,
2000), aswell asin comments filed on November 3, 2000, in the same proceeding. The
NY1SO’s market design and software improvements were also described in its materials and
presentations at the January 22 and 23, 2001 NY I SO technical conference convened pursuant to
the November 8, 2000 Order.
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result, the NY1SO has had to intervene in the markets less frequently than in the early days of
NY ISO operations, which has created greater price certainty for Market Participants.

Nevertheless, the existing imbalance between the supply of and the demand for electricity
in New York islikely to continue for some time because of siting and licensing delays will slow
the devel opment of new generation, transmission facilities and gas pipelines.® Given the
anticipated tightness of supply in New Y ork, the margin for market errorsisvery small. Minor
market design flaws can have extremely serious price and reliability consequences. It is possible
that such market design flaws still exist and will not be detected until the NY SO markets
experience the stresses of typica summer air conditioning loads, which were not encountered in
2000,* or that new market design flaws will arise asthe NY SO implements market
improvements or adopts new rulesin response to the needs of its Market Participants. The
NY1SO should therefore have the ability to effectively address such flaws until such time asit
becomes clear that new rules and improvements will not have adverse consequences and the
supply situation begins to improve. The NY1SO estimates that this will take at least 18 months.
The NY SO anticipates that occasions when it must exercise its TEP authority will be
increasingly rare during this transitional period and has no intention of intervening in the markets
unnecessarily.

Documents Submitted

Pursuant to Section 205 of the Federal Power Act and 18 C.F.R. § 35.13 (2000), the
NYISIO isfiling six copies of:

1 Thisfiling letter;

> While licensing and siting procedures outside of the NY1SO’s control have proven to be a

developmental bottleneck for new supplies, Market Participants have announced their intentions
to build almost 33,000 MW of new generation in New Y ork. This demonstrates that the
existence of the NY SO’ slimited market protective measures, including the TEPS, has not
discouraged the entry of new supply.

4 The New York Control Area (“NY CA™) experienced an exceedingly cool summer in

2000. For example, statewide temperatures during the New Y ork system’ s highest peak demand
day during the summer of 2000, which occurred on June 26, were in the bottom 10% of peak day
temperatures based on 51 years of historical weather data. Indicative of the reduced demand for
air conditioning-related loads, actual cooling degree days for the summer of 2000 were only 52%
of what would be expected during an average summer air conditioning season.
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2. A clean revised copy of Attachment Q to the NY1SO’s OATT -- setting forth the
TEP tariff provisions with the NY SO’ s proposed October 31, 2002 expiration
date) (“Attachment A-1");

3. A clean revised copy of Attachment E to the Services Tariff -- setting forth the
TEP tariff provisions with the NY SO’ s proposed October 31, 2002 expiration
date) (“ Attachment A-2"); and

4. A draft Federal Register Notice (“ Attachment B”).

Copies of Correspondence

Communications regarding this proceeding should be addressed to:

Robert Fernandez Arnold H. Quint

General Counsel and Secretary Ted J. Murphy

John P. Buechler Edwin G. Kichline

Director of Regulatory Affairs Hunton & Williams

Geradd R. Deaver, Senior Attorney 1900 K Street, N.W., Suite 1200
New Y ork Independent System Operator, Inc. Washington, DC 20006

3890 Carman Road

Schenectady, NY 12303

Parties on Whom Copies Have Been Served

Copies of thisfiling have been served on the parties in Docket No. ER00-2624-000, on
those parties who have executed service agreements under the NY1SO OATT or the NY1SO
Services Tariff and on the electric utility regulatory agenciesin New Y ork, New Jersey, and
Pennsylvania.

Reguest for a TEP Extension

Aswould be expected in anewly designed and implemented energy market that integrates
both day-ahead and real time energy markets with several ancillary services markets, the NY SO
has identified and rectified a number of software problems, unforeseeable market flaws, and
other unexpected anomalies during itsinitial year of operation. The TEPs were, and remain, an
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indispensable tool for responding to and correcting market flaws and other instances where the
markets are not operating as the NY1SO and the Commission intended.

Asinitial market design flaw and problems have been addressed, the NY 1SO’ s necessary
intrusions into the New Y ork energy markets have been dramatically reduced. Indicative of the
NY SO’ s carefully measured use of the TEP authority, the seven original Emergency Corrective
Actions (“ECAS’) issued under the TEP were reduced to three in arelatively short period of
time. The NY1SO has subsequently issued just three ECAs, “ECA A,”®“ECA B,”” and an ECA
which eliminated artificial bidding restrictions applicable to certain types of suppliers. Ineach
instance, the ECA functioned asintended. Moreover, to the extent that ECAs have necessitated
permanent tariff changes, Market Participants have supported the development of such changes,
further indicating that the NY 1SO has invoked its TEP authority only in cases where it was

appropriate.

The number of price correctionsis also falling dramatically. At the January 2001
Technical Conference, the NY SO reported that price corrections during the year 2000 were
limited to just 2.92% of all Security Constrained Dispatch (“SCD”) intervals®. For January and
February, 2001, price corrections were made in just 0.06% of SCD intervals. In fact, reflecting
the continuing improvement in market performance under the NY SO’ s oversight, 190 operating
days during 2000 required no price correction whatsoever. In January and February 2001, 51
days required no price corrections. Another indication of increased price certainty for Market
Participantsin New Y ork, price corrections in the Day-Ahead market, which establishes an

6 “ECA A” eliminated Market Participants’ incentive to enter into “sham” external

transactions in order to game the differences in the results produced by the NY SO’ s Balancing
Market Evaluation (“BME”) and Security Constrained Dispatch programs. Prior to the issuance
of ECA A, such sham transactions were creating serious transaction scheduling problems for the
NYI1SO.

! “ECA B” provides that transactions will be settled at the BME price when constraints are

binding in the BME at external interfaces. It therefore ensures that congestion costs at external
proxy buses will be properly reflected in real-time prices and substantially reduces the risk that
accepted day-ahead transactions would be cut by the BME at one price, forcing Market
Participants to settle at a much different real-time price. ECA B has also facilitated the NYISO's
scheduling of counter-flow transactions which has enhanced its ability to provide firm
transmission service.

8 Each SCD interval is generally six minutesin duration. Thus, an operating hour normally

contains 10 SCD intervals.
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energy price and a generation schedule for each hour of the 24 hour operating day, were limited
to just 0.4% of the 8,760 operating hours of the year 2000.

Going forward, the NY I SO anticipates that the possibility of unexpected market design
problems or anomalies will always be present to some extent. Even as its markets mature, the
NY1SO will continue to implement software or market improvements, whether from improved
technology, new market products, or requests for market changes from Market Participants. For
example, the NY1SO plans to implement demand-side responsive mechanisms for price
responsive loads and plans to enhance liquidity in the New Y ork energy markets through
initiatives such as virtual load bidding. Some of these market enhancements are scheduled for
implementation after this summer. As has been the NY1SO’ s experience, despite extensive pre-
operational testing, the implementation of such mgjor initiatives will likely uncover
unforeseeable market problems that can most effectively be addressed through the exercise of
TEP authority. The NY1SO is particularly concerned that the effects of even alimited number of
future market flaws will be greatly exacerbated until such time as New Y ork State’ s supply
situation improves. The NY1SO, therefore, continues to need the authority provided under the
TEPs as a means to take prompt action.

Itis apparent that New Y ork State's energy supply-related infrastructure, i.e., electric
generation and transmission and natural gas pipeline capacity, faces critical challenges. Inthe
near term, the addition of new generating resources in amounts adequate to meet growing
demands appears to be insufficient both within specific parts of the state and throughout the state
asawhole. Initsrecently released Locational Installed Capacity Requirements Sudy, for
example, the NY1SO concluded that the New Y ork City areais almost 400 MW short of installed
locational generating capacity required to meet applicable reliability standards for the Summer
2001 Capability Period. While the gas turbines that the New Y ork Power Authority intends to
install in the New Y ork City area prior to summer will help to improve reliability, these units are
insufficient to fully support competitive markets under high load conditionsin New Y ork City.
The NYISO is aso concerned that the siting of these units faces stiff local opposition, including
civil lawsuitsin state court, which could delay their completion.

For New Y ork State as awhole, the 18% installed reserve reliability requirement is being
met, albeit in large part through increased reliance on out-of -state resources. Between 1995 and
2000, statewide demand for electricity grew by 2,700 MW, while generating capacity increased
by only 1,060 MW. Although 85 new generating projects have been proposed or announced for
New Y ork representing almost 33,000 MW of new generation in total, only two of these planned
projects has even completed the lengthy and contentious state licensing process. In the
meantime, electricity demands continue to increase at the rate of approximately 1.4% annually
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and are expected to continue to do so over the next few years. In addition to the important
reliability questions raised by the tightness of supply, the NY SO is particularly concerned that
diminishing supplies of hourly generation and generation reserves will make the NY I SO-
administered markets vulnerable to artificia price spikes, or gaming when unexpected market
flaws arise.

Asthe Commission is well aware, adequate transmission capacity has long been a
concernin New York State. It has always been difficult to move the more abundant and less
costly energy supplies from upstate New Y ork down to the more supply constrained downstate
area, principally due to capacity and operating constraints at the New Y ork Control Area’s
Central-East interface. Unfortunately, no maor improvements in either capacity or operating
limitations are currently planned at Central-East, reflecting the fact that the addition of new
transmission capacity anywherein New Y ork is fraught with obstacles. Right of way acquisition
isdifficult and costly and the siting of transmission lines typically faces even more opposition
than proposed generating projects.

Non-electric infrastructure is of equal concern to the NY1SO. Much of New York’s
existing generation base is fueled by natural gas. Moreover, the vast mgjority of planned
additions to generation will be fueled by natural gas. Nevertheless, during the winter heating
season residential heating needs take a priority for most of the available interstate gas pipeline
capacity. Consequently, additional pipeline capacity will be required if the new additions to
electric generating supply that are natural gas-fueled are to be able to operate year around. As
with capacity additions for electric generation and transmission, however, planned enhancements
to interstate gas pipeline capacity appear to fall well short of what will be needed in the near term
for new electric generation in New Y ork.

Electric supply constraints, therefore, will continue to strain the NY | SO-administered
energy marketsin New York. The few remaining market flaws that have yet to be corrected , as
well as yet to be detected situations that may appear while future market improvements are
implemented could have major adverse consequences on Market Participants in an environment
of limited supplies. Itisall the more important for the NY SO to continue to have at its disposal
a tool that will enable it to respond as quickly aspossible. The NY1SO strongly believes that
the currently effective TEPs continue to be that tool and, in the NY1SO’ s estimation, this
authority will continue to be necessary until the end of the Summer 2002 Capability period. The
NY1SO is hopeful that, by that time, significant progress will also have been made towards
addressing tight supply conditionsin New Y ork.
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Granting a TEP extension will not result in extensive changes to posted prices. While
some price corrections in the real time market are inevitable to some degree, as discussed above,
such corrections are becoming less frequent. Moreover, the NY1SO already has price correction
authority under the filed rate doctrine and the TEPs ssmply provide a well-defined procedural
framework for the exercise of this authority when market flaws are detected. Price certainty will
be further enhanced when the improvements to the price correction process outlined by the
NY SO at the Technical Conference are completed. These planned improvements will greatly
shorten the time frame for the correction process, which has been one of the primary price
certainty concerns of the Market Participants.

In addition, the ability to take an issue-specific Emergency Corrective Action under the
TEPs s an important backstop for the NY SO while the energy market under its administration
remains capacity constrained. The robust competition that will flow in a market with adequate
supplies and reserves will ultimately lessen the need for NY SO intervention and the need for
the TEPs. In the meantime, the NY1SO has demonstrated that ECAs can be successfully used
and have been used only rarely as noted above. Any fears by Market Participants that the NY1SO
will abuse the price correction authority afforded to it by the TEPs in the future are unfounded.
Finally, the NY1SO has no substitute for the current TEPs and its ability to issue ECAs when
necessary. Absent the TEPs, the NY1SO would have to obtain the approval of its independent
Board of Directors to submit an exigent circumstances tariff filing whenever a new market flaw
arises, which cannot always be accomplished quickly. Board approval cannot always be obtained
as quickly asthe NY SO staff can develop and issue an ECA. Moreover, once an exigent
circumstances filing is made, the NY SO would have to either await Commission approval of the
filing, and allow the market flaw to go uncorrected until such time as the Commission issued an
order, or make the filing effective prior to Commission approval, which poses legal risks and
engenders great controversy. In short, the NY SO needs the flexibility that the TEPs provide to
address market flaws effectively.

Based on the foregoing, the NY1SO requests Commission approval to extend the effective
date of its currently authorized TEPs until October 31, 2002.

Stakeholder Approval
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This request to extend the effective date of the Temporary Extraordinary Procedures was
approved by the Management Committee of the NY 1SO with a62.49% votein favor® at its
Meeting on March 1, 2001, pursuant to the provisions of Section 19.01 of the NYI1SO’'s
Independent System Operator Agreement.

Effective Date and Request for Waiver

The NY SO requests an effective date of May 1, 2001, the day following the expiration of
the currently approved Temporary Extraordinary Procedures and respectfully requests awaiver of
the Commission’ s normal 60-day notice requirement. The NY1SO submits that the requisite
“good cause” exists for awaiver because the TEP authority is necessary to ensure that the
NY 1SO-administered markets avoid serious problems this Summer. Moreover, the Management
Committee meeting, at which thisissue was most recently discussed, did not take place until
March 1, 2001.

Federal Register Notice

A form of Federal Register Notice is provided as Attachment B hereto. A diskette of the
notice is also provided.

9 58% is required for approval.
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Respectfully submitted,

NEW YORK INDEPENDENT
SYSTEM OPERATOR, INC.

By

Counsdl

Robert E. Fernandez, General Counsel and Secretary
Gerald R. Deaver*, Senior Attorney

New Y ork Independent System Operator, Inc.

3890 Carman Road

Schenectady, NY 12303

Arnold H. Quint

Ted J. Murphy

Hunton & Williams

1900 K Street, N.W.
Washington, DC 20006-1109
Of Counsel

March 9, 2001
* Admitted in State of Washington

CcC: Mr. Joshua Z. Rokach, Advisor to Chairman Hebert, Suite 11-E,
Tel. (202) 208-0748

Mr. Michagl D. Alexander, Advisor to Commissioner Breathitt, Suite 11C,

Tel. (202) 208-0377
Mr. Wilbur C. Earley, Advisor to Commissioner Massey, Suite 11-D,
Tel. (202) 208-0100

Mr. Daniel L. Larcamp, Director Office of Markets, Tariffs and Rates, Room 8A-01,

Tel. (202) 208-2088

Ms. Alice M. Fernandez, Director Office of Markets, Tariffs and Rates — East
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Division, Room 82-15, Tel. (202) 208-0089

Ms. Andrea Wolfman, Office of the General Counsel , Room 101-29,
Tel. (202) 208-2097

Mr. Michagl Bardee, Office of the General Counsel, Room 101-09,
Tel. (202) 208-2068
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